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for a carrier to evaluate the reason-
ableness of charges in light of an indi-
vidual beneficiary’s economic status.

(b) Variation of charges. If the individ-
ual physician or other person varies his
charges for a specific medical proce-
dure or service, so that no one amount
is charged in the majority of cases, it
will be necessary for the carrier to ex-
ercise judgment in the establishment
of a ‘‘customary charge’’ for such phy-
sician or other person. In making this
judgment, an important guide, to be
utilized when a sufficient volume of
data on the physician’s or other per-
son’s charges is available, would be the
median or midpoint of his charges, ex-
cluding token and substandard charges
as well as exceptional charges on the
high side. A significant clustering of
charges in the vicinity of the median
amount might indicate that a point of
such clustering should be taken as the
physician’s or other person’s ‘‘cus-
tomary’’ charge. Use of relative value
scales will help in arriving at a deci-
sion in such instances.

(c) Use of relative value scales. If, for a
particular medical procedure or serv-
ice, the carrier is unable to determine
the customary charge on the basis of
reliable statistical data (for example,
because the carrier does not yet have
sufficient data or because the perform-
ance of the particular medical proce-
dure or service by the physician or
other person is infrequent), the carrier
may use appropriate relative value
scales to determine the customary
charge for such procedure or service in
relation to customary charges of the
same physician or person for other
medical procedures and services.

(d) Revision of customary charge. A
physician’s or other person’s cus-
tomary charge is not necessarily a
static amount. Where a physician or
other person alters his charges, a re-
vised pattern of charges for his services
may develop. Where on the basis of
adequate evidence, the carrier finds
that the physician or other person fur-
nishing services has changed his charge
for a service to the public in general,
the customary charge resulting from
the revised charge for the service
should be recognized as the customary
charge in making determinations of
reasonable charges for such service

when rendered thereafter to supple-
mentary insurance beneficiaries. If the
new customary charge is not above the
top of the range of prevailing charges
(see § 405.504(a)), it should be deemed to
be reasonable by the carrier, subject to
the provisions of § 405.508.

§ 405.504 Determining prevailing
charges.

(a) Ranges of charges. (1) In the case
of physicians’ services furnished begin-
ning January 1, 1987, the prevailing
charges for a nonparticipating physi-
cian as defined in this paragraph will
be no higher than the same level that
was set for services furnished during
the previous calendar year for a physi-
cian who was a participating physician
during that year. A nonparticipating
physician is a physician who has not
entered into an agreement with the
Medicare program to accept payment
on an assignment-related basis (in ac-
cordance with § 424.55 of this chapter)
for all items and services furnished to
individuals enrolled under Part B of
Medicare during a given calendar year.

(2) No charge for Part B medical or
other health services may be consid-
ered to be reasonable if it exceeds the
higher of:

(i) The prevailing charge for similar
services in the same locality in effect
on December 31, 1970, provided such
prevailing charge had been found ac-
ceptable by HCFA; or

(ii) The prevailing charge that, on
the basis of statistical data and meth-
odology acceptable to HCFA, would
cover:

(A) 75 percent of the customary
charges made for similar services in
the same locality during the 12-month
period of July 1 through June 30 pre-
ceding the fee screen year (January 1
through December 31) in which the
service was furnished; or

(B) In the case of services furnished
more than 12 months before the begin-
ning of the fee screen year (January 1
through December 31) in which the
claim or request for payment is sub-
mitted, 75 percent of the customary
charges made for similar services in
the same locality during the 12 month
period of July 1 through June 30 pre-
ceding the fee screen year that ends
immediately preceding the fee screen
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year in which the claim or request for
payment is submitted.

(3)(i) In the case of physicians’ serv-
ices, furnished before January 1, 1992,
each prevailing charge in each locality
may not exceed the prevailing charge
determined for the FY ending June 30,
1973 (without reference to the adjust-
ments made in accordance with the
economic stabilization program then in
effect), except on the basis of appro-
priate economic index data that dem-
onstrate the higher prevailing charge
level is justified by:

(A) Changes in general earnings lev-
els of workers that are attributable to
factors other than increases in their
productivity; and

(B) changes in expenses of the kind
incurred by physicians in office prac-
tice. The office-expense component and
the earnings component of such index
shall be given the relative weights
shown in data on self-employed physi-
cians’ gross incomes.

Example. The available data indicate the
office-expense and earnings components of
the index should be given relative weights of
40 percent and 60 percent, respectively, and
it is calculated that the aggregate increase
in expenses of practice for a particular July
through June period was 112 percent over the
expenses of practice for calendar year 1971
and the increase in earnings (less increases
in workers’ productivity was 110 percent over
the earnings for calendar year 1971. The al-
lowable increase in any prevailing charge
that could be recognized during the next fee
screen year would be 110.8 percent
((.40×112)+(.60)×110)=110.8) above the prevail-
ing charge recognized for fiscal year 1973.

(ii)(A) If the increase in the prevail-
ing charge in a locality for a particular
physician service resulting from an ag-
gregate increase in customary charges
for that service does not exceed the
index determined under paragraph
(a)(3)(i) of this section, the increase is
permitted and any portion of the allow-
able increase not used is carried for-
ward and is a basis for justifying in-
creases in that prevailing charge in the
future. However, if the increase in the
prevailing charge exceeds the allowable
increase, the increase will be reduced
to the allowable amount. Further in-
creases will be justified only to the de-
gree that they do not exceed further
rises in the economic index. The pre-
vailing charge for physicians’ services

furnished during the 15-month period
beginning July 1, 1984 may not exceed
the prevailing charge for physicians’
services in effect for the 12-month pe-
riod beginning July 1, 1983. The in-
crease in prevailing charges for physi-
cians’ services for subsequent fee
screen years similarly may not reflect
the rise in the economic index that
would have otherwise been provided for
the period beginning July 1, 1984, and
must be treated as having fully pro-
vided for the rise in the economic index
which would have been otherwise taken
into account.

(B) Notwithstanding the provisions of
paragraphs (a)(3)(i) and (ii)(A) of this
section, the prevailing charge in the
case of a physician service in a particu-
lar locality determined pursuant to
paragraphs (a)(2) and (3)(i) of this sec-
tion for the fiscal year beginning July
1, 1975, and for any subsequent fee
screen years, if lower than the prevail-
ing charge for the fiscal year ending
June 30, 1975, by reason of the applica-
tion of economic index data, must be
raised to such prevailing charge which
was in effect for the fiscal year ending
June 30, 1975. (If the amount paid on
any claim processed by a carrier after
the original reasonable charge update
for the fiscal year beginning July 1,
1975, and prior to the adjustments re-
quired by the preceding sentence, was
at least $1 less than the amount due
pursuant to the preceding sentence, the
difference between the amount pre-
viously paid and the amount due shall
be paid within 6 months after Decem-
ber 31, 1975; however, no payment shall
be made on any claim where the dif-
ference between the amount previously
and the amount due shall be paid with-
in 6 months after December 31, 1975;
however, no payment shall be made on
any claim where the difference between
the amount previously paid and the
amount due is less than $1.)

(iii) If, for any reason, a prevailing
charge for a service in a locality has no
precise counterpart in the carrier’s
charge data for calendar year 1971 (the
data on which the prevailing charge
calculations for fiscal year 1973 were
based), the limit on the prevailing
charge will be estimated, on the basis
of data and methodology acceptable to
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HCFA, to seek to produce the effect in-
tended by the economic index cri-
terion. The allowance or reduction of
an increase in a prevailing charge for
any individual medical item or service
may affect the allowance or reduction
of an increase in the prevailing charges
for other items or services if, for exam-
ple, the limit on the prevailing charge
is estimated, or if the prevailing
charges for more than one item or serv-
ice are established through the use of a
relative value schedule and dollar con-
version factors.

(b) Variation in range of prevailing
charges. The range of prevailing
charges in a locality may be different
for physicians or other persons who en-
gage in a specialty practice or service
than for others. Existing differentials
in the level of charges between dif-
ferent kinds of practice or service
could, in some localities, lead to the
development of more than one range of
prevailing charges for application by
the carrier in its determinations of rea-
sonable charges. Carrier decisions in
this respect should be responsive to the
existing patterns of charges by physi-
cians and other persons who render
covered services, and should establish

differentials in the levels of charges be-
tween different kinds of practice or
service only where in accord with such
patterns.

(c) Re-evaluation and adjustment of
prevailing charges. Determinations of
prevailing charges by the carrier are to
be re-evaluated and adjusted from time
to time on the basis of factual informa-
tion about the charges made by physi-
cians and other persons to the public in
general. This information should be ob-
tained from all possible sources includ-
ing a carrier’s experience with its own
programs as well as with the supple-
mentary medical insurance program.

(d) Computation and issuance of the
MEI after CY 1992—(1) For update years
after CY 1992, the MEI is a physician
input price index, in which the annual
percent changes for the direct-labor
price components are adjusted by an
annual percent change in a 10-year
moving average index of labor produc-
tivity in the nonfarm business sector.

(2) The MEI is constructed, using as a
base year, CY 1989 weights and annual
percent changes in the economic price
proxies as shown on the following
chart:

MEDICARE ECONOMIC INDEX EXPENDITURE CATEGORIES, WEIGHTS, AND PRICE PROXIES

Expense category
1989

weights 1,2
(percent)

Price proxy 3

Total ........................................................................ 100.0
1. Physician’s Own Time (net income, general earn-

ings).
54.2

a. Wages and Salaries ........................................... 45.3 Average hourly earnings, total private non-farm.4

b. Fringe Benefits ................................................... 8.8 Employment Cost Index, fringe benefits, private non-
farm.4

2. Physician Practice Expense ...................................... 45.8
a. Non-physician Employee Compensation ........... 16.3

(1) Wages and Salaries ................................... 13.8 Employment Cost Index, wages and salaries weighted
for occupational mix of non-physician employees.4

(2) Fringe Benefits ........................................... 2.5 Employment Cost Index, fringe benefits, white collar.4

b. Office Expense ................................................... 10.3 CPI–U, housing.
c. Medical Materials and Supplies .......................... 5.2 PPI, ethical drugs; PPI, surgical appliances and sup-

plies; and CPI–U medical equipment and supplies
(equally weighted).

d. Professional Liability Insurance .......................... 4.8 HCFA survey of change in average liability premiums
for $100,000/$300,000 liability coverage among 9
major insurers.

e. Medical Equipment ............................................. 2.3 PPI, medical instruments and equipment.
f. Other Professional Expense ................................ 6.9

(1) Professional Car ........................................ 1.4 CPI–U, private transportation.
(2) Other .......................................................... 5.5 CPI–U, all items less food and energy.

1 Sources: Martin L. Gonzalez, ed.: Physician Marketplace Statistics, Fall, 1990. Center for Health Policy Research, Chicago,
American Medical Association, 1990; Mark Holoweiko, ‘‘Practice Expenses Take the Leap of the Decade,’’ Medical Economics,
November 12, 1990; and HCFA, OACT special study.

2 Due to rounding, weights may not sum to 100.0%
3 All price proxies are for annual percent changes for the 12 months ending June 30th.
4 Annual percent change values for Physicians’ Own Time and Non-physician Employee Compensation are net of the change

in the 10-year moving average of output per man-hour to exclude changes in non-farm business sector labor productivity.

VerDate 07-NOV-96 10:34 Nov 14, 1996 Jkt 167164 PO 00000 Frm 00061 Fmt 8010 Sfmt 8010 E:\CFR\167164.015 167164



62

42 CFR Ch. IV (10–1–96 Edition)§ 405.505

(3) If there is no methodological
change, HCFA publishes a notice in the
FEDERAL REGISTER to announce the an-
nual increase in the MEI before the be-
ginning of the update year to which it
applies. If there are changes in the base
year weights or price proxies, or if
there are any other MEI methodologi-
cal changes, they are published in the
FEDERAL REGISTER with an opportunity
for public comment.

[32 FR 12600, Aug. 31, 1967, as amended at 40
FR 25447, June 16, 1975; 42 FR 18275, Apr. 6,
1977. Redesignated at 42 FR 52826, Sept. 30,
1977, and amended at 43 FR 4430, Feb. 2, 1978;
47 FR 63274, Dec. 31, 1982; 51 FR 34978, Oct. 1,
1986; 53 FR 6648, Mar. 2, 1988; 57 FR 55912,
Nov. 25, 1992]

§ 405.505 Determination of locality.
‘‘Locality’’ is the geographical area

for which the carrier is to derive the
reasonable charges or fee schedule
amounts for services or items. Usually,
a locality may be a State (including
the District of Columbia, a territory,
or a Commonwealth), a political or
economic subdivision of a State, or a
group of States. It should include a
cross section of the population with re-
spect to economic and other character-
istics. Where people tend to gravitate
toward certain population centers to
obtain medical care or service, local-
ities may be recognized on a basis con-
stituting medical services areas (inter-
state or otherwise), comparable in con-
cept to ‘‘trade areas.’’ Localities may
differ in population density, economic
level, and other major factors affecting
charges for services. Carriers therefore
shall delineate localities on the basis
of their knowledge of local conditions.
However, distinctions between local-
ities are not to be so finely made that
a locality includes only a very limited
geographic area whose population has
distinctly similar income characteris-
tics (e.g., a very rich or very poor
neighborhood within a city).

[57 FR 27305, June 18, 1992]

§ 405.506 Charges higher than cus-
tomary or prevailing charges or
lowest charge levels.

A charge which exceeds the cus-
tomary charge of the physician or
other person who rendered the medical
or other health service, or the prevail-

ing charge in the locality, or an appli-
cable lowest charge level may be found
to be reasonable, but only where there
are unusual circumstances, or medical
complications requiring additional
time, effort or expense which support
an additional charge, and only if it is
acceptable medical or medical service
practice in the locality to make an
extra charge in such cases. The mere
fact that the physician’s or other per-
son’s customary charge is higher than
prevailing would not justify a deter-
mination that it is reasonable.

(Secs. 1102, 1842(b) and 1871, 1903(i)(1) of the
Social Security Act; 49 Stat. 647, 79 Stat. 302,
310, 331; 86 Stat. 1395, 1454; (42 U.S.C. 1302,
1395u(b), 1395hh, 1396b(i)(1)))

[43 FR 32300, July 26, 1978]

§ 405.507 Illustrations of the applica-
tion of the criteria for determining
reasonable charges.

The following examples illustrate
how the general criteria on customary
charges and prevailing charges might
be applied in determining reasonable
charges under the supplementary medi-
cal insurance program. Basically, these
examples demonstrate that, except
where the actual charge is less, reason-
able charges will reflect current cus-
tomary charges of the particular physi-
cian or other person within the ranges
of the current prevailing charges in the
locality for that type and level of serv-
ice:

The prevailing charge for a specific medi-
cal procedure ranges from $80 to $100 in a
certain locality.

Doctor A’s bill is for $75 although he cus-
tomarily charges $80 for the procedure.

Doctor B’s bill is his customary charge of
$85

Doctor C’s bill is his customary charge of
$125

Doctor D’s bill is for $100, although he cus-
tomarily charges $80, and there are no spe-
cial circumstances in the case.

The reasonable charge for Doctor A would
be limited to $75 since under the law the rea-
sonable charge cannot exceed the actual
charge, even if it is lower than his cus-
tomary charge and below the prevailing
charges for the locality.

The reasonable charge for Doctor B would
be $85, because it is his customary charge
and it falls within the range of prevailing
charges for that locality.
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